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State and Local Government Spending: 


How Fast Will It Rise? 


Evidence Indicates Outlays Will Continue To Mount 


by Rocer A. FREEMAN 


HE Economic Report of the President declares it “entirely reasonable to expect that State 
and local expenditures will continue to increase.” With that expectation I agree. The evidence 


from most states points to the conclusion that 
state and local government outlays will keep 
going up. 

Since the end of World War II, state and local 
expenditures have risen on an average of $2 billion 
a year. If these are adjusted for the rise in prices, 
the average annual increase equalled about $1.3 
billion. 


Where did these additional funds come from? 
Largely from the following five sources: (1) The 
rise in national and personal income automatically 
boosted receipts from income, sales, and gross re- 
ceipts taxes; (2) many states had substantial sur- 
pluses accumulated in their general funds at the 
end of World War II; (3) all but two states adopted 
new taxes or boosted tax rates between 1946 and 
1953; local governments made more or less deter- 
mined efforts to improve property tax administra- 
tion (with or without state help), cities adopted a 
diversified assortment of non-property taxes; (4) 
Federal grants to states and local governments mul- 
tiplied 3.7 times between 1946 and 1953; (5) state 
and local governments and their instrumentalities 
issued bonds at a rapid rate and boosted their total 
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indebtedness from $16 billion in 1946 to over $33 
billion in 1953. 


However, it is likely that some of these sources 
may be less fertile in the near future for the follow- 
ing reasons: 


(1) Few economists expect national or personal 
income to rise more than a few percentage points 
within the next two years. Already, receipts from 
state income taxes are flattening out. In some places 
they are declining. Consumption taxes show at best 
smaller increases than they have in recent years. 


(2) Spendable fund surpluses dwindled in most 
states under the impact of expenditures which in the 
48 states exceeded revenues by $1 billion to $114 
billion every year between 1948 and 1952. 


(3) Fewer states raised tax rates or adopted new 
taxes in 1953 than in any legislative year since the 
end of the war. That seems to indicate a stronger 
resistance to tax raises. Further boosts will probably 
be adopted only in response to strong pressure and 
to satisfy essential, non-postponable needs. 
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(4) The Federal budget for fiscal 1955 recom- 
mends a reduction in Federal grants-in-aid to states 
and local governments from $2,867 million to $2,749 
million. The prevailing sentiment does not now 
favor an expansion of the grants-in-aid system. 


(5) Borrowing is the only source with a continued 
favorable outlook. A record amount of $514 bil- 
lion in new state and municipal bond issues was 
placed on the market in 1953. Investors absorbed 
the offerings easily. The Dow-Jones index of 20 
representative municipal issues fell in the last seven 
months from 3.06 percent to 2.37 percent. That drop 
in interest rates reveals a high degree of flexibility 
in the market and a readiness to accept greater 
amounts, if available. 


It should be noted that the voters of the country 
approved more than 90 percent of the bond issues 
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of a growing population unfilled because of years 
of depression, war, and material shortages and the 
insistence upon better and broadened services are 
likely to force the hand of the legislative bodies in 
the years ahead—as they did in 1953. 


It would be impossible to summarize the state 
budgets adopted in 1953 without embarking upon 
a major project of reclassification, because budget 
and accounting systems differ greatly among the 
states and do not permit totaling. But the general 
conclusion can be drawn that state expenditures will, 
in the next two years, almost maintain the rate of 
increase shown in recent years. This is probably also 
true of local government expenditures. 


The Economic Report notes that governmental 
spending is continuing at its recent very high level 
“with the outlays of state and local governments 
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on the various state and local ballots in November 
last year—over $800 million worth. Such an expres- 
sion of popular sentiment cannot help but sway 
officials who are considering bond financing for pub- 
lic works. In times of tight budgets there is a ten- 
‘dency to channel current revenues into operating 
funds and to secure capital outlay needs through 
borrowing. 


From the record it would apear that most of the 
44 legislatures which met in 1953 approved higher 
appropriations for fiscal 1954 or the biennium 
1953-55—though prospects of larger revenues were 
rather shaky. 


Rate Will Be Maintained 


However, the Economic Report correctly names 
as the main reason for expecting state and local 
expenditures to rise not an improvement in the reve- 
nue picture—but public “pressure for the expansion 
and improvement of local facilities.” Thus, the needs 
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offsetting in large part the recent downward tendency 
in Federal spending.” The Federal budget for fiscal 
1955 proposed a cut of $5.3 billion and a dip in 
cash payments to the public of $4.4 billion. The 
reduction in recommended new obligational author- 
ity of $4.4 billion aims at a further slash in 1956. 
It does net seem likely that more than about one- 
third of the planned drop in Federal expenditures 
can be offset by increased state and local spending 
in the next two years. 


The Report predicts that “if it should become 
necessary, outlays for Federal public works could 
be stepped up by one-half or more within a year. 
State and local outlays, which are now the highest 
on record, might be expanded to a similar extent 
if financial arrangements are adequate.” 


But it must be kept in mind that over the last 
four years, state and local expenditures for construc- 
tion have increased at a yearly average of $650 
million; in 1953 they totaled $7.1 billion. Expan- 
sion by one-half or more would mean an increase 
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of at least $314 billion within one year. States and 
local governments are very unlikely to boost their 
public works programs at such a drastic rate unless 
stimulated into doing so by a vast expansion of the 
Federal grants-in-aid program. 


It is not inability to raise additional funds that is 
keeping the public works program of states and 
local governments within the bounds of its present 
rate of growth. The total indebtedness of states and 
local governments has increased in the last 20 years 
from 1914 billion to 33 billion in terms of dollars. 
But in terms of the national income, it dropped from 
33 percent to 11 percent. Eighty percent of the $10 
billion increase in outstanding state and municipal 
securities between 1927 and 1952 was absorbed by 
commercial banks and insurance companies, the 
most perspicacious investors with the highest quality 
standards. The vast potential market of individual 
investors and business corporations has hardly been 
tapped—though they could be expected to be more 
interested in tax-exempt securities in 1954 than in 
1937. 


States’ Action Slower 


Some weeks ago the Wall Street Journal reported 
that the demand for municipal issues exceeded the 
supply. This seems particularly significant coming 
at the same time when the Treasury Department an- 
nounced its intention of refunding $21 billion in 
Federal obligations. It is likely that states and local 
governments could sell several billions in additional 
bonds beyond the present issuing rate without up- 
setting the market: 


Then, too, most states could issue bonds without 
entering the market. They are now holding $8 bil- 
lion in Federal securities and $114 billion in private 
securities, largely in trust and investment funds. 
Many of these could be replaced with the states’ own 
bonds. Two-thirds of the states are holding a larger 
amount of Federal securities than the total of their 
indebtedness, guaranteed, non-guaranteed, and au- 
thority-issued. 


Now, as a rule, states cannot act as swiftly as the 
Federal government. All but eight state constitutions 
require voters’ approval or constitutional amend- 
ments for the issue of state obligations; authoriza- 
tion of state bond issues may take one to three years. 


Many states and municipalities, however, have re- 
sorted in recent years to the faster if more expensive 
method of financing through revenue bonds, or spe- 
cial purpose authorities. The bonding capacity of 
municipalities is often restricted to a certain per- 
centage of their property tax assessments by consti- 
tutional limitations. The wide-spread malpractice of 
assessing property below its value—average property 
tax assessments in the U.S. have been estimated at 
about 33 percent of current value—has cut the bond- 
ing power of many municipal governments to a 
fraction of their legal entitlement. That could be 
corrected by administrative improvements if emer- 
gent needs engendered sufficient pressure. Most cities 
have a sufficient bonding margin available at present. 


Shifting Onus To Federal Government 


It seems that neither states nor many municipal 
governments are prevented from increasing their 
public works programs by lack of borrowing power. 
Nor is lack of taxing power keeping many of them 
from expanding their expenditures. The state and 
local tax burden fell from 10.8 percent of the na- 
tional income in 1932 to 9.3 percent in 1942, and 
to 6.9 percent in 1952. There has been a rather gen- 
eral tendency to shift the unpleasant responsibility 
for raising of the necessary taxes to the Federal 
government, and for obtaining revenues through 
grants-in-aid. 


While the state and local tax burden eased, the 
Federal tax burden rose from 3.1 percent of the 
national income in 1932 to 21.5 percent in 1952. 
That heavy over-all tax load created a general atmos- 
phere of growing tax resistance in which states and 
local governments found it economically and politi- 
cally impossible to retain their share of the national 
income. 


States and local governments would be in a better 
position to finance their needs from their own re- 
sources if certain taxes now imposed by the Federal 
government were abandoned for state and local use. 
An alternative method of enabling states and local 
governments to increase their spending programs at 
a faster rate, though less desirable, would be to 
further expand the grants-in-aid system. 


At another point the Economic Report states: 
“The backlog of desirable Federal, state, and local 
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public works is counted in tens of billions.” Most 
of the programs listed are in state and local fields. 
Why, it might be asked, are they not carried out? 
The answer, I believe, can be found in the Budget 
Message: “In preparing this budget the Adminis- 
tration has directed its attention to essential activi- 
ties and programs rather than to those which some 
might consider desirable and appropriate.” 


That pronouncement describes accurately the pol- 
icy of the great majority of state and municipal 
governments. There is undoubtedly a vast backlog 
of desirable and often badly-needed public works, 
schools, roads, hospitals, etc. But the Economic Re- 
port warns “that an effective public works program 
must meet genuine needs and thus earn the endorse- 
ment of the community.” 


Handicap of Federal Tax Load 


The general feeling among responsible state ofh- 
cials is that the test of the endorsement of the com- 
munity (or of the population of the state) is the 
willingness to pay for the services or public works 
which are demanded of the governing bodies. The 
problem of state and local officials today is not to 
find markets for bond issues to finance public works, 
but to resist pressures which would force expendi- 
tures beyond their constituents’ willingness to tax 
themselves. 


The programs with the greatest backlogs in public 
works, highways, and schools, are those whose main 
sources of revenue—or specifically whose tax rates— 
have been permitted to fall below the increase in 
prices and income which has occurred in the last 
12 years. If we try to overcome the basic weakness 
by palliatives—like expanded grants-in-aid—we re- 
move the only force that could possibly correct the 
underlying weakness. 


State and local officials generally feel that it is 
their responsibility to take care of the needs in those 
areas which are traditionally state and local func- 
tions. This is particularly true of the fields of edu- 
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cation, highways, health and welfare, which absorb 
now about 80 percent of all state expenditures. 


But they regard the maintenance of maximum em- 
ployment and a high level of production—to the 
degree to which this is a governmental obligation— 
as a responsibility of the Federal government. The 
Federal government is able to take swift and strong 
counter-cyclical action through its control of the 
monetary system. State and local governments can- 
not easily nor quickly achieve unity of bold action 
through 48 legislatures and 116,000 local governing 
bodies. 


They can be depended upon to join together and 
with the Federal government in cooperative action 
if disaster strikes or if a major emergency arises. 
But they are not very likely to engage in advance 
action to raise their rate of spending to prevent a 
potential lack of buying power. The level and trend 
of the national economy are a national problem 
which requires a national solution. 


The Budget message stated among other things: 
“This budget marks the beginning of a movement 
to shift to state and local government and to private 
enterprise Federal activities which can be more ap- 
propriately and efficiently carried on in that way.” 


The ability of states and local governments to 
assume new responsibilities and take better care of 
current needs is somewhat handicapped by the tre- 
mendous Federal tax burden. Those governments 
would be in a better position to do a more adequate 
job in their traditional fields of activity or enter 
new ones if the Federal government were to vacate 
certain taxes which are suitable for state and local 
use, to consent to fair payment in lieu of local taxa- 
tion of Federal property, and to permit full state 
and local taxation of private commercial and indus- 
trial operations on Federal land. 


State and municipal officials have repeatedly ex- 
pressed their opinion that such action would better 
maintain the strength of their governments and of 
the Federal system than financial help through an 
expansion of the grants-in-aid system. 
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